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Abstract 
Accounting for business combinations appeared formally for the first time in statute books in the United States in 1970 when 
Accounting Principles Board (APB) promulgated Opinion No. 16 (Business Combinations) and Opinion No. 17 (Intangible 
Assets). The US Financial Accounting Standards Board (FASB hereinafter) subsequently issued SFAS 141(R) and SFAS 160. 
This paper attempts to analyze merger accounting in the context of the aforesaid standards and related provisions as they stand en 
presnti underscoring the role therein of fair value accounting and measurements. Additionally, a critical evaluation of the pooling 
& purchase methods of merger accounting is presented in an effort to explain the relative aversion of accounting bodies to the 
pooling method. Contextual SFAS, IFRS and Indian standards on business combinations that mandate the use of the acquisition 
method are also elaborated. 
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1. Introduction 
The pioneering step towards setting up a formal accounting framework for business combinations in the United 
States was taken by the Accounting Principles Board (APB) in 1970, when it introduced Opinion No 16 (Business 
Combinations). This standard allowed two different methods for accounting for business combinations viz. (i) 
Pooling of interests Method and (ii) Purchase Method (Andrews, 2009). Pooling of interests is meant to be used for 
similar level mergers. In this kind of mergers, voting rights are transferred from one party to the other. The assets 
and liabilities of the transferor are added to the transferee party’s balance sheet. In this method, historical values are 
used for reporting and this results in higher depreciation, amortization and lower net income. Another implication of 
this approach is that since no actual transaction takes place on-field, there is no question of recognition of goodwill. 
Further, as the net profit of both the companies gets added by using simple additive principle, an immediate 
improvement in profit position occurs. Due to all these factors, “pooling” method is the method of choice among 
entrepreneurs for business combinations’ reporting. However, the cardinal flaw of “pooling” is that an unrealized 
enhancement in profitability is reflected in reported statements, 
As mentioned earlier, APB 16 allowed two different methods for business combinations’ reporting. This led to 
inconsistency in merger reporting. Not just inconsistency, FASB also observed that in most of the mergers/ other 
business combination events, intangible assets (i.e. goodwill) reported the highest economic valuations in 
consolidated statements. To resolve these issues, FASB, in 1984, constituted the Emerging Issues Task Force 
(EITF). After recommendations from EITF, FASB promulgated SFAS 141 that introduced some path-breaking 
changes in merger accounting like prohibiting the “pooling” method for reporting. SFAS 142, subsequently, 
introduced impairment testing for some specific intangibles e.g. goodwill. SFAS 142 also curtailed automatic 
amortization of intangibles with indefinite life and mandated annual impairment testing in lieu thereof. All these 
changes enhanced transparency and comparability of reported statements to some extent, but there remained some 
issues that were yet to be resolved. 
However, based on post implementation feedback from various interested sectors, FASB, in 2007, revised SFAS 
141 and promulgated SFAS 141R, which was later incorporated into ASC 805 in furtherance of the Codification 
program/ FASB also enacted SFAS 160 (Non controlling interest in consolidated financial statements), that 
introduced the philosophy of fair value in accounting for business combinations. Gill & Roshan (2007) have stated 
that in the last few years, FASB has shown strong inclination to move towards principle-based approach (e.g. IFRS) 
from the rule-based approach (e.g. GAAP). 
 
2. Pooling & Purchase Methods: A Relative Evaluation 
 
The salient features of “pooling” have already been highlighted. In essence, “pooling” of interests requires 
consolidation of assets and liabilities after the merger of both companies. The expenses of the merger are charged to 
the consolidated income statement (APB 16, FASB). In the “purchase” method, the first step is the identification of 
acquired and acquiring firms as separate entities.  FASB underlines the fact that acquiring firms ought to pay out 
cash or assets that are used in the common combination of larger acquisition firms (FASB 1992). The “purchase” 
method is a two-step process, in which, acquirer needs to record the acquisition price paid to the owners of acquired 
firms in its books. Firstly, acquirer’s books are recorded with the assets and liabilities of the acquired firm at their 
market values. Secondly, any positive or negative variation between the market value of assets (Assets-Liabilities) 
and consideration paid is recorded as goodwill or negative goodwill. 
After recording, goodwill is amortized equally over its estimated life against the consolidated firm’s net profit. 
Amortization of this acquired goodwill is allowed up to forty years (FASB 1992). This acquired goodwill is the 
actual worth of the acquired firm if the acquired assets and liabilities are accurately measured at market value (as per 
going concern) i.e. “goodwill” represents the excess worth of the acquired firm as a whole entity over the market 
worth of the constituent assets and liabilities to the acquiring firm. Goodwill can also be interpreted to represent the 
promising products that are developed by the acquired firms. Goodwill can represent the amount that acquirer is 
willing to pay for economic benefits (economies of scale) or non-economic (combined managerial efficiency) 
expected from the merger (Brealey and Myers, 1996). 
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 3. The Acquisition Method: SFAS 141R 
 
   Under SFAS 141, US companies are required to use the “purchase” method of accounting for business 
combination accounting. Purchase method assumes that a company uses all its resources (financial & non-financial) 
for acquiring another company so that the actual cost of the merger or acquisition should be equal to the acquired 
value of net assets (including goodwill, if any).  
        However there are some issues in relation to the “purchase” method that are controversial. For instance, as 
regards the expenses of business combinations, SFAS 141 prescribes that all pre-merger expenses need to be added 
back to goodwill, as these expenses are necessary for merger and they should be treated as assets. However, critics 
claim that even though these expenses are necessary for merger, they never result in any actual assets, and as such 
they ought to be treated as other expenses and charged to revenue forthwith. 
      This aspect is encapsulated in SFAS 141R and IFRS 3 substantively. These provisions mandate that companies 
should use the “acquisition” method for business combinations reporting in lieu of “purchase” method. The 
“acquisition” method recommends that fair value measurement principles should be used for net consideration 
calculation, net asset value, and any goodwill reorganization from bargain purchase. Furthermore, unlike SFAS 141, 
calculation of non controlling interest must be done while valuing an acquirer as a whole. As regards the business 
combination expenses, the “acquisition” method allows only the actual transaction to be recorded in the balance 
sheet. Therefore, any expenses related to business combinations whether legal, banking or accounting need to be 
recorded as expenses and not capitalized (which is allowed by the “purchase” method). 
Table 1 (adapted from Miller et al., 2008), depicts the differential treatment of business combination cost. Under 
the “acquisition” method, goodwill is reduced by the amount of merger expenses and these are charged against 
revenue leading to lower net profit in the end. Even though the “acquisition” method negatively affects the 
profitability, it follows the accurate accounting fundamentals and treats “expenses as expense” rather than reporting 
them as assets. 
 
                                    Table 1: Business Combination Cost                                                    ($) 
  Purchase Method                           Acquisition Method      
Particular     
Current Assets 1,54,000  1,54,000  
Fixed Assets 2,80,000  2,80,000  
Goodwill 1,60,000  1,34,000  
 
Acquisition 
Exp. 
-     
 26,000 
 
Current 
Liabilities 
 5,60,000    5,60,000 
Cash in hand  34,000    34,000 
Total cost 
Incurred 
34,000  34,000  
Acquisition 
Expense 
 - 26,000  
Net Assets 
Acquired at fair 
value 
4,34,000  4,34,000  
Goodwill 1,60,000   1,34,000   
 
We, now, take some salient aspects of SFAS 141R and the concept of “acquisition” accounting that it espouses. 
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A. The Issue of Negative Goodwill 
Accounting for negative goodwill was espoused in 1959 in Accounting Research Bulletin (ARB) No 51 issued by 
FASB. Thereafter, ABP 16 dealt with this controversial topic (Launched in 1970). SFAS 141 in 2001 brought a 
revolutionary change in negative goodwill reporting. Under SFAS 141, excess of net asset value over net 
consideration paid should be treated as negative goodwill.  
                                        
                                      Table No: 2                                                                                   ($) 
  Purchase Method (SFAS141) Acquisition method 
(SFAS141R) 
Particular         
Current Assets    1,54,000   1,54,000   
Fixed Assets 27,75,000   28,00,000   
Current 
Liabilities 
  5,60,000   5,60,000 
Bargain 
reported 
      25,000 
Cash    23,69,000   23,69,000 
Total cost 
Incurred 
23,69,000   23,69,000   
Net Assets 
Acquired at 
fair value 
23,94,000   23,94,000   
Bargain     25,000   
Negative 
adjustment 
intangible 
assets 
25,000       
Fair value of 
tangible assets 
28,00,000       
Reported value 
of tangible 
assets 
27,75,000       
 
This method prescribed reduction in book value of certain assets so that they become equal to the aggregate 
purchase price. However, SFAS 141R focused on fair value of assets and liabilities and did not explicitly quote the 
concept of negative goodwill. SFAS 141 R also stipulates that any excess of asset value over net consideration paid 
will be treated as “gain” rather than negative goodwill. In order to make it more inclusive SFAS 141 R introduced a 
new term “bargain price gain” replacing “negative goodwill”. 
Table 2 presents the significant differences between the approaches to merger accounting under SFAS 141 and 
SFAS141 R. To reiterate, the difference between the fair value of the net assets and total consideration paid, is, 
under SFAS141, reduced from fixed or non tangible assets, whereas, under SFAS 141R, the said difference is 
reported as bargain gain in the acquirer company’s balance sheet. 
 
B. Contingency Considerations 
IFRS 3 defines “contingency considerations” as “an obligation of the acquirer to transfer the additional assets or 
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equity interests to the former owners of an acquiree as part of the exchange for control of the acquiree if specified 
future events occur or conditions are met.” The treatment of “contingency considerations” is significantly different 
under SFAS 141 and SFAS 141R/IFRS 3 respectively. SFAS 141 allows reporting of this contingency only if it is 
actually earned (Jordan et al., 2009). Under this method, when actual payment is made, it is added back to the 
goodwill. If stock is issued in lieu of cash payments, it is credited in paid up capital. If, subsequently, any refund is 
received, buyer has the option of reducing it from paid up capital or goodwill. Many critics claim that as this method 
does not allow instant recognition, it lacks one of the essential objectives (Information oriented) of financial 
statement reporting, which demands full information disclosure to the end user.  
SFAS 141R or “acquisition” accounting requires that contingent considerations be recorded at their fair value at the 
time of acquisition. As per this method, contingency assets or liabilities need to be adjusted at fair value until the 
contingency resolution occurs. For instance, if at the time of acquisition, contingency is valued at $ 5,00,000 but 
acquirer  pays $ 4,00,000 as a contingent consideration, the acquiring company will report $ 1,00,000 as an after 
merger profit in its balance sheet. If the fair value recognized at the time of merger is higher than contingency paid, 
then it will be reported as a post merger loss. 
Equivalently, the contingency paid is ignored under the SFAS 141 whereas it is added back to the purchase price 
under acquisition method. As acquisition method requires annual impairment testing of acquired goodwill, it leads 
to higher net assets and lower return on assets. The acquisition method is information oriented to the extent that it 
discloses all relevant information to the end user. Table 3 explains the treatment of contingency considerations 
under SFAS 141 & SFAS 141R. 
   
                             Table 3: Contingent Consideration                                                              ($) 
          
  Purchase Method (SFAS141) Acquisition method (SFAS141R) 
Particular         
Current Assets   3,25,000   3,25,000   
Fixed Assets 18,00,000   18,00,000   
Goodwill   1,20,000   2,00,000   
Liabilities  20,45,000   19,65,000 
Contingent 
liabilities 
 -        80,000 
Cash    2,00,000      2,00,000 
Total cost Incurred 2,00,000   1,20,000   
Net Assets 
Acquired at fair 
value 
    80,000      80,000   
Recorded assets of 
goodwill 
1,20,000     2,00,000   
 
 
4. Accounting for Business Combinations in India 
 
It may sound surprising that India does not have any accounting standard for business combinations. “AS 14” covers 
these cases in context but this standard is applicable merely in specific situations. For example, AS 14 can be 
applied only when one or both the companies are dissolved and a new company is formed, but for a merger where 
both the companies are still working like in holding and subsidiary relationship, this standard is not applicable. In 
such situations AS 21 relating to consolidated financial statements is attracted but AS 21 discusses only procedures 
for merger(Sharma, Y. 2013). It does not provide anything about recognition and measurement process (other than 
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goodwill). 
In the last few decades, business combinations have becomes a noticeable phenomena in India mostly because of 
reputed business houses like TATA and BHARTI entering into mergers at the international platform. Thus, the 
Institute of Chartered Accountants of India (ICAI) and Ministry of Finance have put forth a draft version of AS 103, 
which follows the letter and spirit of IFRS 3. However, it is still waiting for final approval from the ICAI. Therefore,  
a new standard for business combinations that may be at par with IFRS 3 and SFAS 141R is expected in India soon. 
 
5. Conclusion 
 
In this paper, we discussed different aspects of merger accounting. We started with APB 16 that allows both 
purchase and pooling of interests method. After that, we discussed IFRS 3 (business acquisition method) and the 
revised form of SFAS 141 (purchase method) on different criteria. We also discussed different treatments of 
combination cost, negative goodwill, and contingency under IFRS 3 and SFAS 141R. In the end, we also studied 
merger accounting process in the Indian environment.   
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